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As the saying goes, there’s no rest for the weary, and many bond investors understand that feeling right 
now. After spending the last decade navigating a difficult fixed income environment, they’re now faced 
with new (and historic) challenges. Yet, those investors willing to expand their strategies can likely still 
achieve their investment goals.

The current fixed income market is a demanding one

Extraordinary monetary policy, uncertain economic growth, demographic shifts and fiscal imbalances have  
kept interest rates near all-time lows. However, today’s fixed income landscape is more challenging than just a  
low-yield environment: it’s not hyperbole to say that these are some of the least attractive rates in modern times. 
For instance, as of April 12, 2021: 

• The yield on the 30-year Treasury bond is under 2.4%—well below its lowest point during the 2008 financial crisis. 

• The Bloomberg Barclays U.S. Aggregate Bond Index yields only 1.6%.

• Investment-grade spreads have dipped under 100 basis points. 

• High-yield spreads are just 2.9% above Treasurys. 

Generating attractive income is no longer just a matter of moving further out along the yield curve or down 
the credit quality spectrum.
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The fixed income market is in unusual territory
Exhibit 1: Historical interest rates
10-year and 2-year Treasury yields

Source: Federal Reserve, Clearnomics, Principal Global Investors. Data as of April 12, 2021. 
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An example of how challenging this environment is for investors? The spreads on mortgage-backed securities are 
under 10 bps. That’s about one-third of their average spread over Treasuries since 2009, a low no doubt exacerbated 
by U.S. Federal Reserve (Fed) purchases. Simply put, yields aren’t just compressed; they’re nearly nonexistent. And 
that’s even before considering whether investors are truly compensated for risk.
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Yield isn’t what it used to be
Exhibit 2: Traditional sources of bond yield
Current yields and averages since 2009

Focusing on yield is no longer enough

Recent elevated interest rate volatility has made it 
difficult not only to find yield, but also to achieve price 
returns and portfolio diversification. 

Many investors have tried to adapt to this  
environment by increasing their risk exposures to 
“reach for yield.” For some, this has naturally led to 
a barbell approach—a strategy that traditionally 
combines bonds at opposite maturity ends of the  
yield curve to generate income while offsetting  

interest rate risk. Although this may have worked 
over the past market cycle, the strategy becomes 
less attractive (and less effective) as term premia and 
spreads compress further. 

Investors would be well suited to consider the benefits 
of an updated approach to the barbell strategy—one 
that incorporates other segments (and other risks) of 
fixed income universe.

Rethinking the barbell

The barbell approach of old renders a portfolio unbalanced today. Whereas investors were historically taught 
to utilize the barbell to alleviate duration risk, today’s environment is forcing fixed income investors to be more 
aware of the lopsided risks on their portfolios. These can include textbook bond risks, like credit, reinvestment, and 
illiquidity. However, since broader macroeconomic risks can also impact these respective areas, it’s important for 
investors—both individual and institutional—to increase the scope of their fixed income investments to manage 
both ends of the barbell. By combining fixed income investments across the full risk spectrum, investors may be 
better positioned to balance their investment objectives in today’s market.

Source: Bloomberg, Clearnomics, Principal Global Investors. See page 6 for index descriptions. Data as of April 12, 2021.
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On the lower-risk side of the barbell, fixed income 
remains an undeniable component of a diversified 
portfolio. Despite challenging valuations, a bond 
allocation can still provide portfolio stability during 
times of market and economic stress. Consider how 
Treasuries and high-quality bonds benefited from a 
flight to safety during the COVID-19 crisis. 

At the same time, rates can move up suddenly, 
and that risk needs to be managed. Many investors 
became familiar with this during the Taper Tantrum 
of 2013, when the Fed hinted at reducing its asset 
purchases: the 10-year yield backed up quickly from 
around 1.6% to just above 3.0% over the course of  
the year. 

The most direct way to manage this risk is to reduce 
duration. An allocation to shorter-maturity fixed 
income in an investor’s portfolio can help minimize 
drawdowns when interest rates swing unexpectedly.  

In fact, as of April 12, 2021, the benchmark Bloomberg 
Barclays Short-term Corporate Index has a duration  
of only 0.5 years, making it extremely insensitive to 
rising rates.

Despite tighter spreads, high-yield bonds tend to  
have lower interest rate risk as well, due to their 
shorter maturities. While the duration of investment-
grade corporate bonds averages 8.5 years, high yield 
bonds have less than half that sensitivity to rate 
moves, as they average only 3.8 years of duration. 
Although utilizing high yield bonds on the “stability 
and diversification” end of the new barbell approach, 
rather then on the longer maturity end of the 
traditional barbell may be counterintuitive by historic 
standards, in today’s market, when many super short 
duration assets are in negative yield territory, that new 
thinking is one way that investors can aim position a 
portfolio that accounts for more of the risks facing 
fixed income.

Source: Refinitiv, Standard & Poor’s, Clearnomics, Principal Global Investors. Stocks/bonds represented by S&P 500 and iShares Core U.S. 
Bond Indices, before expenses and fees. Data as of April 12, 2021.

The diversification benefits of bonds still exists
Exhibit 3: Asset allocation performance
Total returns of hypothetical stock/bond performance, December 31, 2019 - August 18, 2020
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Managing macroeconomic and policy risks

Many investors have recently expressed worry about inflation spiking and other possible consequences from the 
record pace of monetary and fiscal stimulus flowing into the global economy and markets. Their concerns may 
be warranted: the Fed, for instance, has stated it would allow the U.S. economy to run hot in order to achieve 
maximum employment. Meanwhile, historic fiscal stimulus from governments worldwide has added to fears of a 
financial system awash with liquidity. 

There are also questions regarding fiscal imbalances and future tax-rate changes to pay for trillions of dollars of 
short-term emergency spending. In the U.S., specifically, the Biden administration has already outlined plans for 

The new barbell: Achieving stability and diversification
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some higher individual and corporate tax rates. While 
the timing of these changes is uncertain, investors 
should begin preparing for higher federal taxes as fiscal 
deficit pressures build.

Although uncertainty around tax policy is an ever-
present risk for non-tax-exempt investors, particularly 
in today’s market, tax-exempt securities like municipal 
bonds can help mitigate that risk. Not only do munis 
offer the potential to generate tax-free income, but 
the overall sector has also maintained its value as 
government finances have stabilized. 

Attractive fixed income investments are not confined 
to the U.S. and investors have found that monetary 
stimulus has also affected global assets and currencies.

For example, both local-currency and dollar-
denominated emerging market debt (EMD) have 
performed well during different market environments 
over the past decade and can also provide attractive 
risk-adjusted yield premium opportunities. And further 
weakening of the U.S. dollar—which has fallen to nearly 
three-year lows—may very well continue to provide 
a tailwind for local-currency EMD, by supporting 
emerging market (EM) currencies and preventing 
capital outflows. Moreover, many EM regions also 
stand to benefit from both a global growth pick-up and 
higher commodity prices. In other words, investors who 
can take advantage of global market inefficiencies will 
be able to find attractive opportunities outside of U.S. 
bond markets, as well.

The new barbell: Gaining yield and total return

At the risk-seeking end of the barbell, investors seeking to generate yield and total return may need to explore 
areas of fixed income that are less well trodden, such as private credit and preferred securities.

Exploring private credit 

One area of the fixed income markets where investors 
are seeing opportunity for yield is with investments in 
private credit. Through direct, non-bank lending that 
targets different parts of the capital structure, investors 
can gain fixed income exposure that is often less 
correlated with public bonds, while also less sensitive to 
public market price volatility. 

Due to their differentiated and illiquid nature, private 
credit investments often command high yields and 
offer unique risk and reward profiles, further providing 
unique industry and secular trend exposures, as well 
as the ability to protect against rising rates via floating 
rate structures. However, investors must also consider 
that private credit is more difficult to access then 
publicly traded bonds. Particularly for institutional 
portfolios with mandates and time horizons that can 
take advantage of the illiquidity risk premium, private 
credit can offer particularly attractive opportunities.

Diving deeper on preferred securities 

While they fit within a fixed income allocation, 
preferreds securities often have equity-like attributes 
that can improve yields and reduce a portfolio’s 
correlation to U.S. and global bond markets. And 
while preferred spreads have tightened from historic 
standards, they still represent a significant value 
relative to treasuries and corporates. 

It is also important to remember that the current 
economic environment should be supportive of 
preferred securities spreads. Banks and financials, 
who issue more then 2/3 of all preferred securities, 
should continue to be supported by fiscal stimulus, 
a likely infrastructure spending bill and an improving 
roll-out of COVID-19 vaccines. Therefore, for investors 
seeking fixed income exposure that is often considered 
investment grade quality, preferred securities can 
offer yield and diversification benefits without 
sacrificing quality.
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Fixed income positioning should consider a wider variety of risks
Exhibit 4: Fixed income performance
Annual bond sector and preferred stock total returns

Navigating an unyielding bond market 

Although the bond market is currently experiencing historically low interest rates, that’s only part of the 
fixed income landscape. Spreads have compressed to record lows, interest rate volatility has risen, and 
macroeconomic uncertainty persists. 

For bond investors, an expanded strategy will be needed to achieve greater diversification, generate income, 
preserve capital, and protect against inflation. Investors that consider fixed income investments across 
the full risk spectrum—including private credit, preferreds, tax-exempt municipal bonds, and certain EM 
segments—may be better poised to navigate the environment to achieve their investment goals.
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Source: Bloomberg, Clearnomics, Principal Global Investors. See page 6 for index descriptions. Data as of April 12, 2021.
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Index descriptions:

Bloomberg Barclays U.S. Treasury Total Return Index (Treasuries): Measures U.S. dollar-denominated, fixed-rate, nominal 
debt issued by the U.S. Treasury. Treasury bills are excluded by the maturity constraint, but are part of a separate Short 
Treasury Index. STRIPS are excluded from the index because their inclusion would result in double-counting. 

Bloomberg Barclays U.S. MBS Index (MBS): Tracks fixed-rate agency mortgage backed pass-through securities guaranteed 
by Ginnie Mae (GNMA), Fannie Mae (FNMA), and Freddie Mac (FHLMC). The index is constructed by grouping individual 
TBA-deliverable MBS pools into aggregates or generics based on program, coupon and vintage. 

Bloomberg Barclays U.S. Aggregate Bond Index (U.S. Agg, Agg): A broad base, market capitalization-weighted bond 
market index representing intermediate term investment grade bonds traded in the United States. Investors frequently use 
the index as a stand-in for measuring the performance of the U.S. bond market.

Bloomberg Barclays U.S. Treasury Inflation-Linked Bond Index (TIPS): Measures the performance of the U.S. Treasury 
Inflation Protected Securities (TIPS) market. Federal Reserve holdings of U.S. TIPS are not index eligible and are excluded 
from the face amount outstanding of each bond in the index. 

Bloomberg Barclays Municipal Bond Index (Munis): Covers the USD-denominated long-term tax exempt bond market. The 
index has four main sectors: state and local general obligation bonds, revenue bonds, insured bonds and prerefunded bonds. 

Bloomberg Barclays U.S. Corporate Index (Investment Grade, Corp): Measures the investment grade, fixed-rate, taxable 
corporate bond market. It includes USD denominated securities publicly issued by U.S. and non-U.S. industrial, utility and 
financial issuers. 

Bloomberg Barclays Short Term Corporate Index: Includes bonds in the Bloomberg Barclays U.S. Aggregate Index (U.S. 
dollar denominated investment-grade taxable bonds) with remaining effective maturities between one and five years.

JP Morgan GBI-EM Core Index (EMD Local):  Tracks the performance of bonds issued by emerging market governments 
and denominated in the local currency of the issuer.

JP Morgan EMBIG Diversified Index (EMD USD): An unmanaged, market-capitalization weighted, total-return index tracking 
the traded market for U.S.-dollar-denominated Brady bonds, Eurobonds, traded loans, and local market debt instruments 
issued by sovereign and quasi-sovereign entities.

S&P Preferred Stock Total Return Index (Preferreds): Designed to serve the investment community's need for an investable 
benchmark representing the U.S. preferred stock market. Preferred stocks are a class of capital stock that pays dividends at 
a specified rate and has a preference over common stock in the payment of dividends and the liquidation of assets.

Bloomberg Barclays U.S. High Yield Index (High Yield): Measures the USD-denominated, high yield, fixed-rate corporate 
bond market. Securities are classified as high yield if the middle rating of Moody's, Fitch and S&P is Ba1/BB+/BB+ or below. 
Bonds from issuers with an emerging markets country of risk, based on Barclays EM country definition, are excluded.

iShares Core U.S. Aggregate Bond ETF: The investment seeks to track the investment results of the Bloomberg Barclays 
U.S. Aggregate Bond Index. The index measures the performance of the total U.S. investment-grade bond market.

Standard & Poor's 500 Index: A market capitalization-weighted index of 500 widely held stocks often used as a proxy for the 
stock market.
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Risk considerations
Investing involves risk, including possible loss of principal. Past 
performance is no guarantee of future results.  Fixed-income 
investment options are subject to interest rate risk, and their value 
will decline as interest rates rise. Risks of preferred securities 
differ from risks inherent in other investments. In particular, in a 
bankruptcy preferred security are senior to common stock but 
subordinate to other corporate debt.   Private Credit including 
leveraged loans, middle market loans, and mezzanine debt, are 
subject to various risk factors, including credit risk, liquidity risk 
and interest rate risk.

Important Information
Index performance information reflects no deduction for fees, 
expenses, or taxes. Indices are unmanaged and individuals cannot 
invest directly in an index.
This material covers general information only and does not take 
account of any investor’s investment objectives or financial 
situation and should not be construed as specific investment 
advice, a recommendation, or be relied on in any way as a 
guarantee, promise, forecast or prediction of future events 
regarding an investment or the markets in general. The opinions 
and predictions expressed are subject to change without prior 
notice. The information presented has been derived from sources 
believed to be accurate; however, we do not independently verify 
or guarantee its accuracy or validity. Any reference to a specific 
investment or security does not constitute a recommendation 
to buy, sell, or hold such investment or security, nor an indication 
that the investment manager or its affiliates has recommended 
a specific security for any client account. Subject to any contrary 
provisions of applicable law, the investment manager and its 
affiliates, and their officers, directors, employees, agents, disclaim 
any express or implied warranty of reliability or accuracy and any 
responsibility arising in any way (including by reason of 
negligence) for errors or omissions in the information or data 
provided. 
This material may contain ‘forward-looking’ information that is not 
purely historical in nature and may include, among other things, 
projections and forecasts. There is no guarantee that any forecasts 
made will come to pass. Reliance upon information in this material 
is at the sole discretion of the reader.
This material is not intended for distribution to or use by any 
person or entity in any jurisdiction or country where such 
distribution or use would be contrary to local law or regulation.
This document is intent for use in: 

• The United States by Principal Global Investors, LLC, which is 
regulated by the U.S. Securities and Exchange Commission. 

• Europe by Principal Global Investors (EU) Limited, Sobo Works, 
Windmill Lane, Dublin D02 K156, Ireland. Principal Global 
Investors (EU) Limited is regulated by the Central Bank of 
Ireland. United Kingdom by Principal Global Investors (Europe) 
Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered 
in England, No. 03819986, which is authorised and regulated by 
the Financial Conduct Authority (“FCA”). 

• In Europe, this document is directed exclusively at Professional 
Clients and Eligible Counterparties and should not be relied 
upon by Retail Clients (all as defined by the MiFID). The contents 
of the document have been approved by the relevant entity. 
Clients that do not directly contact with Principal Global 
Investors (Europe) Limited (“PGIE”) or Principal Global Investors 
(EU) Limited (“PGI EU”) will not benefit from the protections 
offered by the rules and regulations of the Financial Conduct 

Authority or the Central Bank of Ireland, including those enacted 
under MiFID II. Further, where clients do contract with PGIE or 
PGI EU, PGIE or PGI EU may delegate management authority 
to affiliates that are not authorised and regulated within 
Europe and in any such case, the client may not benefit from all 
protections offered by the rules and regulations of the Financial 
Conduct Authority, or the Central Bank of Ireland. 

• In Dubai by Principal Global Investors LLC, a branch registered in 
the Dubai International Financial Centre and authorized by the 
Dubai Financial Services Authority as a representative office and 
is delivered on an individual basis to the recipient and should 
not be passed on or otherwise distributed by the recipient to 
any other person or organization. This document is intended for 
sophisticated institutional and professional investors only. 

• Singapore by Principal Global Investors (Singapore)Limited 
(ACRAReg.No.199603735H), which is regulated by the Monetary 
Authority of Singapore and is directed exclusively at institutional 
investors as defined by the Securities and Futures Act (Chapter 
289). This advertisement or publication has not been reviewed 
by the Monetary Authority of Singapore. 

• Australia by Principal Global Investors (Australia) Limited (ABN 
45 102 488 068, AFS License No. 225385), which is regulated 
by the Australian Securities and Investments Commission. This 
document is intended for sophisticated institutional investors 
only. 

• Switzerland by Principal Global Investors (Switzerland) GmbH. 
• Hong Kong SAR (China) by Principal Global Investors (Hong 

Kong) Limited, which is regulated by the Securities and Futures 
Commission and is directed exclusively at professional investors 
as defined by the Securities and Futures Ordinance. 

• Other APAC Countries, this material is issued for institutional 
investors only(or professional/sophisticated/qualified investors, 
as such term may apply in local jurisdictions) and is delivered 
on an individual basis to the recipient and should not be passed 
on, used by any person or entity in any jurisdiction or country 
where such distribution or use would be contrary to local law or 
regulation.

• Nothing in this document is, and shall not be considered as, an 
offer of financial products or services in Brazil. This presentation 
has been prepared for informational purposes only and is 
intended only for the designated recipients hereof. Principal 
Global Investors is not a Brazilian financial institution and is 
not licensed to and does not operate as a financial institution in 
Brazil.

Insurance products and plan administrative services provided 
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Funds Distributor, Inc., and Principal Securities are members of the 
Principal Financial Group®, Des Moines, IA50392.
© 2021 Principal Financial Services, Inc. Principal, Principal and 
symbol design, and Principal Financial Group are trademarks and 
service marks of Principal Financial Services Inc., a member of the 
Principal Financial Group. Principal Global Investors leads global 
asset management at Principal®.
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